REPORT OF THE AUDITOR-GENERAL TO THE COUNCIL ON THE 
FINANCIAL STATEMENTS OF THE POTCHEFSTROOM CITY COUNCIL 
FOR THE YEAR ENDED 30 JUNE 2006 


1. AUDIT ASSIGNMENT 

The financial statements as set out on pages to for the year ended 30 June 2006, have 

been audited in terms of section 188 of the Constitution of the Republic of South Africa, 1996, read 
with sections 4 and 20 of the Public Audit Act, 2004 (Act No. 25 of 2004) and section 126(3) of the 
Municipal Finance Management Act, 2003 (Act No. 56 of 2003) (MFMA). These financial 
statements are the responsibility of the Municipal Manager. My responsibility is to express an 
opinion on these financial statements, based on the audit. 


2. SCOPE 

The audit was conducted in accordance with the International Standards on Auditing read with 
General Notice 1512 of 2006, issued in Government Gazette no. 29326 of 27 October 2006. Those 
standards require that I plan and perform the audit to obtain reasonable assurance that the 
financial statements are free of material misstatement. 

An audit includes: 

• examining, on a test basis, evidence supporting the amounts and disclosures in the financial 
statements 

• assessing the accounting principles used and significant estimates made by management 

• evaluating the overall financial statement presentation. 

I believe that the audit provides a reasonable basis for my opinion. 


3. BASIS OF ACCOUNTING 

The municipality is required to prepare financial statements on the basis of accounting determined 
by the National Treasury, as described in the addendum to this report. 


4. QUALIFICATION 

At year-end 48 vacancies out of 101 positions existed within the finance department and senior 
management positions were filled with acting personnel, which had a serious effect on the proper 
functioning of the department. The qualifications resulted from the following severe control 
weaknesses: 

• a lack of adequate monitoring and reviewing; 

• a lack of a proper training strategy and program to equip staff to be prepared for the changes 
in the accounting standards in the local government sphere; 

• inadequate financial accounting and internal control systems; 

• failure to adhere to financial accounting standards and policies 




4.1 


Accounting presentation of financial statements 


The correct basis of preparation, as prescribed for the different categories of municipalities by 
National Treasury, was not used. Note 1 of the municipality’s accounting policy states that they did 
not comply with the measurement, recognition and disclosure requirements of Standards of 
International Public Sector Accounting Standards (IPSAS) and International Accounting Standards 
(IAS). This is in contradiction with the requirements prescribed by National Treasury. 
Transactions, events and balances outside the ambit of Generally Accepted Municipal Accounting 
Practices (GAMAP) and Generally Recognised Accounting Practices (GRAP) were also not 
recognised in accordance with IAS. The extent of the effect of this incorrect application of 
accounting standards is impracticable to quantify in a report. 

4.2 Net Assets 

The following shortcomings in respect of the funds and reserves disclosed under net assets were 
identified during the audit. As a result, I have been unable to establish the completeness, accuracy, 
recording, classification, cut-off, obligation, valuation and presentation and disclosure of the 
statutory funds and reserves: 

(a) Fixed asset lists could not be provided by funding source to support the reserves disclosed in 
the financial statements. 

(b) Income and expenditure allocated to the statutory funds and reserves could not be 
satisfactorily tested for complete and accurate classification. 

(c) The Accumulated Surplus opening balance of R206 795 044 disclosed in the Statement of 
Financial Position differs by R423 099 from the accounting records, whilst the closing balance of 
R168 632 859 differs by R431 274 from the trial balance and by R25 884 363 from the general 
ledger. 

(d) The calculation and authorisation to support the transfer of R4 325 240 from the Accumulated 
Surplus to the Capital Replacement Reserve could not be submitted for audit purposes. I could 
therefore not satisfactorily test the correct application of accounting policy 5.1. 

(e) The integrated development plan to support the closing balance on the capital replacement 
reserve for the future purchase of fixed assets as required by accounting policy 5.1 to the financial 
statements could not be provided for audit. 

4.3 Financial Lease 

The financial lease of R7 834 027 is incorrectly disclosed due to the following: 

(a) The full amount of the lease of R8 870 000 is not disclosed, as required by IAS17 (AC105) 
(Leases). 

(b) The disclosure requirements of IAS17 relating to financial leases were not adhered to in the 
financial statements. 

4.4 Provisions 

Note 5 to the financial statements includes an explanation that, in terms of the license of the landfill 
refuse site a provision has to be made for rehabilitation costs. The amount of this provision was 
however not disclosed in the note or the Statement of Financial Position, nor could the license and 
supporting documentation be provided to test the validity of the statement or to ascertain the 
possible financial impact of such a provision. 

4.5 Creditors 

4.5.1 A provision for auditor’s fees of R728 459 was included in creditors, although no such fees 
were outstanding as at 30 June 2006. As this provision does not meet the conditions of a provision 



as per GAMAP 19 (Provisions, contingent liabilities and contingent assets), both creditors and 
expenditure are overstated by R728 459. 

4.5.2 Furthermore, the suspense accounts of R4 434 694 as disclosed in note 8 to the financial 
statements were also not cleared at year-end, resulting in the overstatement of creditors. 

4.6 Unspent Conditional Grants and Receipts 

The completeness, accuracy, validity and classification of unspent conditional grants and receipts 
of R27 137 004 could not be satisfactorily verified as adequate supporting documentation 
substantiating expenditure of R24 607 362 transacted directly to unspent conditional grants and 
receipts could not be presented for audit. 

4.7 Property, Plant and Equipment 

4.7.1 As the requirements of GAMAP 17 (Property, plant and equipment) regarding the useful 
live of assets, depreciation, lack of proper record-keeping and reconciliation, maintenance of the 
asset register, identification of impairment and recognition of investment property were not met, I 
was unable to verify the ownership, completeness and existence of property, plant and equipment 
with a carrying value of R220 858 308. The municipality’s records did not permit the application of 
any alternative auditing procedures. 

4.7.2 Section 84(3) of the Local Government: Municipal Structures Act, 1998 (Act No. 117 of 
1998) requires that, where there is a transfer of assets between councils, a determination needs to 
be gazetted by the responsible MEG in this regard. Certain assets with a book value of 
R12 236 385 were transferred from the Southern District Municipality to the Potchefstroom City 
Council and were included in the Potchefstroom City Council’s asset register without the relevant 
determination being gazetted as required. This inclusion in the asset register resulted in a possible 
overstatement of property, plant and equipment by R12 236 385 since the transfer has not been 
legally confirmed through the gazette. 

4.8 Inventory 

Inventory of R3 153 749 as disclosed in the Statement of Financial Position could not be 
satisfactorily tested for completeness, accuracy and existence due to the following: 

(a) A difference of R1 563 468 between the prior year closing balance and the current year 
opening balance of inventory could not be explained during the audit. 

(b) The year-end stock list of R3 859 631 exceeds the carrying value of inventory by R705 882. 

(c) The physical existence of the inventory balance of R3 153 749 as at 30 June 2006 could not 
be satisfactorily tested, as no reliance could be placed on the stocktaking done by the council. 

(d) Water was not accounted for as inventory as required by GAMAP 12 (Inventory). Inventory is 
thus understated with approximately R744 151. 

4.9 Bank Balances and Cash 

The accuracy of the bank balances and cash of R24 607 415 disclosed in the Statement of 
Financial Position could not be satisfactorily tested due to the following: 

(a) There were unreconciled differences between the bank reconciliation, the trial balance and 
the cash book balance. 

(b) The bank statement balance of R58 094 070 disclosed in note 17 to the financial statements 
does not agree with the bank statement balance of R43 714 614 as used in the year-end bank 
reconciliation. 



(c) Unidentified deposits of RIO 755 086 included in the bank and cash balance represented 
electronic deposits not yet allocated to income and/or debtor accounts. 

4.10 Other Income 

Supporting documentation and explanations for Other Income of R3 618 565 could not be provided 
for audit purposes. I am therefore not able to conclude on the accuracy, validity, completeness, 
occurrence and correct classification of this amount. 

4.11 Government grants and subsidies 

Adequate supporting documentation could not be submitted for government grants and subsidies 
received of R26 448 349. This amount also does not agree to amounts transferred from unspent 
conditional grants and receipts disclosed in note 9 to the financial statements. 

4.12 Depreciation 

The accuracy and completeness of depreciation of R17 519 493 could not be satisfactorily tested 
or recalculated during the audit due to an incomplete asset register. 

4.13 Bad debts 

4.13.1 Proper approval for the bad debts provision of R45 482 886 funded from the accumulated 
surplus as disclosed in note 24 to the financial statements, could not be submitted for audit. This 
provision was also incorrectly transacted through the Statement of Changes in Net Assets and 
disclosed as R39 606 021. Furthermore, the R5 343 864 bad debts written off was incorrectly 
transacted against this provision for bad debts. Both these amounts should have been reflected as 
expenses in the Statement of Financial Performance. 

4.13.2 The incorrect accounting treatment of bad debts written off resulted in the consumer 
debtors’ balance and the accumulated surplus balance in the Statement of Financial Position being 
respectively over and understated. 

4.14 Unauthorised expenditure 

General expenditure was overspent by R9 571 256 and councillor’s remuneration by R228 780 as 
disclosed in the Statement of Financial Performance. As no council approval was obtained for this 
over-expenditure, it is regarded as unauthorised expenditure and should have been accounted for 
in terms of section 32 of the MFMA. No such disclosure was however made in the financial 
statements. 

4.15 Statement of Changes in Net Assets 

The accuracy and completeness of the Statement of Changes in Net Assets could not be 
confirmed due to the following: 

(a) The audited net surplus of R731 740 for the 2005 financial year as per the Statement of 
Financial Performance differs by R36 385 532 from the surplus of R37 117 272 disclosed in the 
Statement of Changes in Net Assets. This matter was also qualified in paragraph 13.3.1 of the 
2005 audit report where the Statement of Changes in Net Assets disclosed a surplus for the year 
of R55 191 462. 

(b) The Accumulated Surplus opening balance of R206 795 044 differs by R423 099 from the 
accounting records, whilst the closing balance of R168 632 859 differs by R431 274 from the trial 
balance and by R25 884 363 from the general ledger. 



(c) Furthermore, the Statement of Changes in Net Assets does not cross-cast nor does it 
disclose all the detail as required by GRAP 1 (Presentation of financial statements). 

4.16 Cash flow Statement 

Due to the significance of the matters raised in the preceding paragraphs, I am not able to 
conclude on the accuracy, validity and completeness of the information disclosed in the cash flow 
statement and note 29 to the financial statements. 

4.17 Appendix C: Segmental analysis of property, plant and equipment 

The opening balances of cost price and accumulated depreciation as disclosed in appendix C to 
the financial statements differs as follows with the audited closing balances as per the 2005 
financial statements. These differences could not be explained during the audit. 


Description 

2005 (current) 

R 

2005 (audited) 
R 

Difference 

R 

Opening balance of Cost price 

Finance and Administration 

19 907 583 

19 762 918 

144 665 

Planning and Development 

5 322 685 

4 506 606 

816 079 

Community and Social Services 

25 489 518 

28 794 567 

(3 305 049) 

Housing 

2 488 974 

0 

2 488 974 

Sport and recreation 

39 261 440 

40 705 947 

(1 444 507) 

Environmental protection 

3 072 

3 073 

(1) 

Waste management 

48 064 848 

46 484 179 

1 580 669 

Road Transport 

48 365 110 

48 229 334 

135 776 

Other 

0 

416 586 

(416 586) 

Opening balance of Accumulated depreciation 

Finance and Administration 

6 055 521 

6 054 796 

725 

Planning and Development 

538 382 

450 861 

87 521 

Health 

1 225 023 

1 224 433 

590 

Community and Social Services 

6 359 895 

6 712 245 

(352 350) 

Housing 

264 855 

0 

264 855 

Sport and recreation 

13 056 959 

13 272 503 

(215 544) 

Waste management 

27 119 763 

26 866 598 

253 165 

Road Transport 

4 724 450 

4 691 193 

33 257 

Water 

3 467 914 

3 467 967 

(53) 

Other 

0 

70 928 

(70 928) 


5. ADVERSE AUDIT OPINION 

In my opinion, because of the significance of the matters described in the preceding paragraph and 
its effect on the financial statements, the financial statements do not present fairly, in all material 
respects, the financial position of the Potchefstroom City Council at 30 June 2006 and the results 
of its operations and cash flows for the year then ended, in accordance with the basis of 
accounting determined by the National Treasury of South Africa, as described in paragraph 3 
above and in the manner required by the MFMA. 




6 . 


EMPHASIS OF MATTER 


Without further qualifying the audit opinion expressed above, attention is drawn to the following 
matters: 

6.1 Financial statements: Presentation and disclosure 

6.1.1 The depreciation of R1 063 978 disclosed in the Statement of Changes in Net Assets 
does not agree to the depreciation on additions of R17 411 076 disclosed in appendixes B and C 
to the financial statements. Furthermore the depreciation disclosed in the Statement of Financial 
Performance of R17 519 413 differs by R108 417 from depreciation of R17 411 076 disclosed in 
Appendixes B and C. 

6.1.2 Lotto Sport Facility of R307 116 disclosed in note 20 was not included in the unspent 
conditional grants and receipts as per note 9 to the financial statements. 

6.1.3 District Council levies of R23 334 were disclosed in both note 8 (creditor) and note 9 
(unspent conditional grants and receipts) to the financial statements. 

6.2 Non-compliance with laws and regulations 

Instances of non-compliance with laws and regulations were identified during the audit for which 
the following serves as examples: 

6.2.1 Municipal Systems Act, 2000 (Act No. 32 of 2000) 

(a) Contrary to section 5(2) the members of the council, councillors and members of other 
committees of the municipality did not disclose their financial interest in private or public 
companies. 

(b) Contrary to section 53(2)(a) the council did not have documented roles and responsibilities 
for each political structure and political bearer of the municipality. 

(c) Contrary to section 66 the municipality did not have an approved staff establishment. 

6.2.2 Municipal Finance Management Act, 2003 (Act No. 56 of 2003) 

(a) Contrary to section 63(2)(a), the information in the fixed asset register was insufficient and 
incomplete. 

(b) Contrary to section 63(2)(c), a system of internal control and a long-term loans register do not 
exist. 

(c) Contrary to section 65(2)(e) cases were noted where payments to creditors were not made 
within 30 days of receipt of the invoices. 

(d) Contrary to section 75 all performance agreements required in terms of section 57(l)(b) of 
the Municipal Systems Act, all service delivery agreements; all long-term borrowing contracts; an 
information statement containing a list of assets over a prescribed value that have been disposed 
of in terms of sections 14(2) or (4) during the previous quarter and all quarterly reports tabled in the 
council in terms of section 52(d) were not included on the official website of the municipality. 

(e) Contrary to sections 80 and 81 a chief financial officer was not employed for the year under 
review. 

(f) Contrary to section 118 the Executive Mayor interfered with the supply chain management 
system during the renovation of the mayor’s offices. 

(g) Contrary to section 127(2) council did not table the annual report for the 2004/2005 financial 
year within seven months after year-end. 

(h) Contrary to section 129, council has to date of this report not yet adopted an oversight report 
containing the council's comments on the annual report. 



(i) Contrary to section 131, council has as at the date of this report not yet addressed the issues 
raised in the Auditor-General Report for the 2004/05 financial year. 

(h) Contrary to section 133(l)(a) the Executive Mayor did not submit to the council a written 
explanation setting out the reasons for the delay in submitting to the council of the municipality the 
2004/2005 annual report within 7 months after the end of the previous financial year. 

(i) Contrary to Section 166 the audit committee did not perform their duties throughout the year 
under review. 

6.2.3 Housing Act, 1997 (Act No 107 of 1997) 

(a) Contrary to section 10(4)(d), a separate housing operating account is not kept for the projects 
of the Provincial Housing Development Fund. 

(b) Contrary to section 10(4)(f), the municipal manager did not submit detailed statements, 
signed by such manager showing the results of the previous year's transactions and the balance 
sheet in respect of the separate accounts to the accounting officer of the provincial housing fund. 

(c) Contrary to section 15, a separate bank account was not held for the Housing Development 
Fund of RIO 262 564 disclosed in note 1 to the financial statements. 

6.2.4 Compensation for Occupational Injuries and Diseases Act, 1993 (Act No. 130 of 1993) 

The council did not establish an Occupational Injuries and Diseases Reserve (COID) as required 
by the Compensation Commissioner, nor could an exemption in terms of section 84 be submitted 
for audit. 

6.2.5 Water Services Act, 1997 (Act No. 108 of 1997) 

Contrary to sections 12 and 13, the municipality did not have a water development plan. 

6.3 Internal audit 

The following weaknesses identified during the evaluation of the internal audit department, resulted 
in no reliance being placed on the internal audit function for the purposes of my audit: 

• The audit committee did not approve the internal audit charter. 

• Documentation supporting internal audit findings could not be presented for audit purposes. 

6.4 Weaknesses in internal control 

The following weaknesses in the control environment were noted during the audit: 

(a) A formal fraud prevention plan and measures were not in place to ensure the timely detection 
and correction of fraud and error. 

(b) The segregation of duties was inadequate as personnel and consultants performed 
incompatible duties. 

(c) A formally approved and detailed IT security policy governing the IT environment could not be 
submitted for audit purposes. 

(e) A formally approved and detailed/defined IT plan for program change control procedures 
could not be submitted for audit purposes. 

(f) Formal user account management procedures could not be submitted for audit purposes. 

(g) The security of the 2002/2003 Windows Operating system is considered below average. 

(h) A formal, documented Disaster Recovery Plan (DRP) had not been established as part of a 
comprehensive business continuity plan. 



6.5 Late finalisation of the Audit Report 


In terms of section 126(3)(b) of the MFMA I am required to submit my report to the Municipal 
Manager within three months of the receipt of the financial statements. In the interest of improving 
accountability and due to the process implemented by me to ensure consistency in the manner in 
which material audit findings are reported I have delayed the finalisation of my report to the date 
reflected on the audit report. 


7. APPRECIATION 

The assistance rendered by the staff of Potchefstroom City Council during the audit is sincerely 
appreciated. 



Pretoria 

12/02/2007 





